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Appendix A12 

Details on the Impact of Size on the Terms of Trade 

Suppose one country in the Ricardian example grew relative to the other. For 
example, consider the case in the text in which the UK grows by 25% so that its labor 
supply increases from 3,000,000 hours to 3,750,000 hours. (3,750,000/3,000,000 = 
1.25) . The UK production-possibilities curve would shift out by 25%. Thus, in the 
cloth industry the UK could produce a maximum of 30,000,000 yards. (8 yds/hour x 
3,750,000 hours) . And in the wheat industry a maximum production of 7,500.000 bu . 
would be possible (2 bu./hour x 3,750,000 hours) . 

Following the proof of Appendix A10, you should be able to show that if the 
UK spends half its income on wheat and half on cloth, it would now want to export 
15,000,000 yds. of cloth (up from 12,000,000) . You should also be able to show that 
if the world price ratio P c /P w were .4, the UK would want to import (and consume) 
6, 000,000 bu . of wheat. 1 This is what the US would want at P c /P w = .4. Hence, .4 
equates demand and supply in the world wheat and cloth markets. 

We learn that as the UK becomes bigger, the world terms of trade approaches the UK 
autarky terms of trade. That is .4 is closer to .25 than was the original .5. 



1 The UK equivalent of equation (1) of Appendix A10 is now: 

C = -[(Pw/Pc) W] + 30,000,000. 

We know that C = 15,000,000 and Pw/Pc = 1/.4 = 2.5. Hence, W = 6,000,000. 



